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My thesis project for my honors degree consisted of preparing working papers for
the tax challenge team in the Accounting department of the College of Business. The
Tax Challenge team has competed two years ago in the Anderson Tax Challenge and then
the Deloitte & Touche Tax Challenge this last year. The tax challenge team has begun to
build a credible reputation for the tax program at Utah State University. The last two
years the graduate tax team was one of the top six teams in the nation. Dr. Grange is the
tax challenge advisor and is working hard to learn more ways to improve the preparation
of the tax team. Last fall when I expressed my interest to Dr. Grange about participating
on the tax team he talked about how he wanted the team to prepare for the next year. He
told me that he wanted to have some completed working papers for the team to be able to
see and use to understand the format that is wanted in the tax challenge.
How the tax challenge works is each team is given a case study with ten
requirements to answer and write out into working papers. The team is required to
explain the answers to the requirements and state from what section of the IRS code it
came from. Every answer to the requirements has to be explained and shown how it was
derived. In other words each solution to the requirements has to have an audit trail, so
that the checkers know how the team came up with every detail. This process could get
complicated to present and understand. The organization of the team's answers to the
case study or working papers, is of utmost importance. The team could have all of the
correct answers and sections, but if the checkers cannot follow the answers and how the

team came up with them, than it will all for not. The easier the checkershave reading
and understanding the working papers the better the team will place.

Dr. Grange had me watch a video of Paul Camble explaining to last years tax
team how to prepare working papers. Mr. Gamble participated in the tax challenge for
two years from the University of Denver. The University has a history of being in the top
three in the nation each year.
I got the basic idea of how to prepare the working papers from the video and then

J went over it with Dr. Grange in the process. I also talked with members of last year's
team to get more ideas from them to make the working papers better.
With the completed working papers the tax team will be able to know how to
organize their ideas and be able to practice long before the date of the tax challenge
writing up actual working papers. The most important part of the Tax Challenge is the
knowledge of the tax issues, but if the team has to be able to organize the issues so they
are presentable.
These working papers will be great help to the tax team in preparing for the Tax
Challenge and improving the reputation of the program and the School.

I have enclosed a copy of a small part of the working papers that I prepared.
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A1
1. (First Requirement) -Alternative tax treatments that could
apply to the distribution from RSI to Anna, and a strategy that
will minimize the amount of tax that Anna will be required to pay.
The tax savings that is available if the transaction is structured
in a way that will minimize the tax.
The distribution could be taxed as dividend. Anna would pay
$1,930,000 in taxes.

See page

The distribution could be taxed as capital gain. Anna would pay
$850,000 in taxes.

See page

The tax savings would be $1,080,000 if it were treated as a capital
gain.

See page

In order for Anna to treat the distribution as a sale of stock and
therefore have a capital gain, she must not have any interest in the
corporation for ten years, and she must not continue as an officer,
director, or employee of RSI for the same ten year period after the
redemption.

A2
Issues: Dividend vs capital gain treatment.
Authority
• § 302 (b )(2) -Substantially disproportionate distribution
• § 318 -Attribution rules
• § 302 (b)(3) -Complete termination
Dividend treatment:
Section 302(b )(2) explains that a distribution will be treated as a
substantially disproportionate redemption if both the 50% test and
80% test are met. The 50% test requires that, immediately after the
redemption, the shareholder must own less than 50% of the total
voting stock after the redemption. The 80% test requires that,
immediately after the redemption, the shareholder must own less
than 80% of his or her ownership interest before the redemption.

In determining whether a distribution is substantially disproportionate
under§ 302(b)(2), it is also necessary to apply the attribution rules of
§ 318. These rules treat stock that is owned by a related party, as
defined in§ 318, as being owned by the taxpayer whose stock is
being redeemed. In the RSI redemption, the stock owned by Anna's
parents would be attributed to her. Therefore, she would be deemed

A3
to own 100% of the RSI stock before the redemption and after the
redemption. Consequently, she would not meet either the 50% test
of the 80% test of§ 302(b )(2). The result would be that the
distribution would be treated as ordinary dividend income and not as
a sale of stock by Anna to RSI.

Capital gain treatment:
If the redemption does not meet the substantially disproportionate
redemption requirements of§ 302(b )(2), it is possible that it may
qualify as a complete termination redemption under§ 302(b)(3). A
complete termination redemption requires that the shareholder whose
stock I redeemed have no interest in the corporation, other than as a
creditor, for a period of at least ten years following the redemption [§
302(c)(2)(A)(i)]. In order to meet this requirement, Anna must not
continue as an officer, director, or employee of RSI for the ten year
period after the redemption.

A4
Calculations.
If Distribution was treated as a dividend:
Total distribution (2,500 shares x $2,000)
Tax@ 38.6%

$5,000,000
$1,930,000

If Distribution is treated as a complete termination under§ 302(b )(3):
Total distribution (2,500 shares x $2000)
$5,000,000
Minus: basis of stock (2,500 x $300)*
750,000
Equals: Long-term capital gain
$4,250,000
Tax on $4,250,000 @ 20%

Comparison of dividend vs. LTCG
Tax if treated as a dividend
Tax if treated as a LTCG
Tax saving if treated as a redemption

$850,000

$1,930,000
850,000
$1,080,000

*Anna is selling the stock for a gain. The gain basis for the stock
is her grandparent's basis ($300). §101 S(a)
If Anna accepts the consulting offer, she will receive $1,000,000
over a ten year period ($100,000 x 10). This $1,000,000
presumably will be taxed at the maximum ordinary income rate
(currently 38.6%). The net present value of the tax savings of
$1,080,000 greatly exceeds the net present value of the
$1,000,000 that Anna would earn over a ten year period if she
accepts the consulting offer.

page number
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A1
1. (First Requirement) -Alternative tax treatments that could
apply to the distribution from RSI to Anna, and a strategy that
will minimize the amount of tax that Anna will be required to pay.
The tax savings that is available if the transaction is structured
in a way that will minimize the tax.
The distribution could be taxed as dividend. Anna would pay
$1,930,000 in taxes.

See page

The distribution could be taxed as capital gain. Anna would pay
$850,000 in taxes.

See page

The tax savings would be $1,080,000 if it were treated as a capital
gain.

See page

In order for Anna to treat the distribution as a sale of stock and
therefore have a capital gain, she must not have any interest in the
corporation for ten years, and she must not continue as an officer,
director, or employee of RSI for the same ten year period after the
redemption.

page number

A2
Issues: Dividend vs capital gain treatment.
Authority
• § 302 (b )(2) -Substantially disproportionate distribution
• § 318-Attribution rules
• § 302 (b)(3)-Complete termination
Dividend treatment:
Section 302(b )(2) explains that a distribution will be treated as a
substantially disproportionate redemption if both the 50% test and
80% test are met. The 50% test requires that, immediately after the
redemption, the shareholder must own less than 50% of the total
voting stock after the redemption. The 80% test requires that,
immediately after the redemption, the shareholder must own less
than 80% of his or her ownership interest before the redemption.

In determining whether a distribution is substantially disproportionate
under§ 302(b)(2), it is also necessary to apply the attribution rules of

§ 318. These rules treat stock that is owned by a related party, as
defined in§ 318, as being owned by the taxpayer whose stock is
being redeemed. In the RSI redemption, the stock owned by Anna's
parents would be attributed to her. Therefore, she would be deemed

page number

A3
to own 100% of the RSI stock before the redemption and after the
redemption. Consequently, she would not meet either the 50% test
of the 80% test of§ 302(b )(2). The result would be that the
distribution would be treated as ordinary dividend income and not as
a sale of stock by Anna to RSI.

Capital gain treatment:
If the redemption does not meet the substantially disproportionate
redemption requirements of§ 302(b )(2), it is possible that it may
qualify as a complete termination redemption under§ 302(b)(3). A
complete termination redemption requires that the shareholder whose
stock I redeemed have no interest in the corporation, other than as a
creditor, for a period of at least ten years following the redemption [§
302(c)(2)(A)(i)]. In order to meet this requirement, Anna must not
continue as an officer, director, or employee of RSI for the ten year
period after the redemption.

page number

A4
Calculations.
If Distribution was treated as a dividend:
Total distribution (2,500 shares x $2,000)
Tax@ 38.6%

$5,000,000
$1,930,000

If Distribution is treated as a complete termination under§ 302(b)(3):
Total distribution (2,500 shares x $2000)
$5,000,000
Minus: basis of stock (2,500 x $300)*
750,000
Equals: Long-term capital gain
$4,250,000
Tax on $4,250,000 @ 20%

Comparison of dividend vs. LTCG
Tax if treated as a dividend
Tax if treated as a LTCG
Tax saving if treated as a redemption

$850,000

$1,930,000
850,000
$1,080,000

*Anna is selling the stock for a gain. The gain basis for the stock
is her grandparent's basis ($300). §1015(a)
If Anna accepts the consulting offer, she will receive $1,000,000
over a ten year period ($100,000 x 10). This $1,000,000
presumably will be taxed at the maximum ordinary income rate
(currently 38.6%). The net present value of the tax savings of
$1,080,000 greatly exceeds the net present value of the
$1,000,000 that Anna would earn over a ten year period if she
accepts the consulting offer.

page number

81
2. Second Requirement.
-The tax aspects of the distribution of
property from TSI to Anna, including (1) the amount and nature
of the gain (loss) and (2) basis of the properties to Anna.

TSI, an S corporation, recognizes a long-term capital gain of $26,028
on the distribution. The capital gain flows through to Anna, the sole
shareholder. The gain is not taxable to Anna to the extent of her
basis in her TSI stock. Any excess of distribution over her stock
basis is capital gain to Anna.

See page

The basis to Anna of the properties distributed were:
Ames property
$70,000
Iowa City property $150,000
See page

page number

B2
Issues: Nature of the Gain
Basis of the properties to Anna
Authority-?
The fair market value of the Iowa City property exceed basis by
$26,028. TSl, an S corporation, recognizes gain of $26,028 on the
distribution, and its AAA is increased by $26,028. The long-term
capital gain appears on TSl's Schedule Kand flows through to Anna,
who is TSl's sole shareholder. The distribution from TSI is not
taxable to extent of her basis in her TSI Stock. Anna must treat any
distribution in excess of her stock basis as a capital gain.

TSl's AAA is reduced by the $150,000 fair market value of the
Iowa property distributed to Anna. Anna's basis in the property is
equal to the fair market value of the assets distributed by TSI
($50,000 land, $100,000 building).

The basis of the Ames property exceeds fair market value by
$27,177. TSI is not allowed to recognize a loss on the distribution.

page number

B3
Anna's basis is equal to the fair market value of the assets distributed
by TSI ($20,000 land, $50,000 building)
Anna must reduce her basis in the TSI stock by the fair market
value of the property distributed to her ($70,000 + $150,000 =
$220,000)

Calculations:
FMV of property distributed to Anna (per appraisal)
Ames
Land
$20,000
Building
50,000
Total
$70,000

Iowa City
$ 50,000
100,000
$150,000

Basis of property distributed to Anna
Land
Building
Total

$30,000
67,177
$97,177

$40,000
83,972
$123,972

Increase (decrease in value)

($27,177)

$26,028

page number

C1
3.

The tax effects of the distribution of the property on TSI.

TSI is an S corporation and the recognized gain of $26,028 on the
Iowa City property flows through to Anna the sole shareholder. TSl's
AAA is increased by the gain amount.
TSl's AAA is then reduced by the $150,000 fair market value of the
property distributed to Anna.
See page

TSI cannot recognize the loss of the Ames property of $27,177. TSl's
AAA is reduced by the $70,000 fair market value of the property
distributed to Anna.
See page

Can we referencethis back to the last requirement?

page number

C2
Issues Tax affects on property distributions
Authority
•§311 (b)-distributions of appreciated property

TSI, an S corporation, recognizes gain of $26,028 on the distribution,
and its AAA is increased by $26,028. The long-term capital gain
appears on TSl's Schedule Kand flows through to Anna, who is TSl's
sole shareholder. The distribution from TSI is not taxable to extent of
her basis in her TSI Stock. Anna must treat any distribution in excess
of her stock basis as a capital gain.

The basis of the Ames property exceeds fair market value by
$27,177. TSI is not allowed to recognize a loss on the distribution.
TSl's AAA is reduced by the $70,000 fair market value of the property
distributed to Anna.

page number

D1
4. Tax planning strategies that would result in a more favorable

tax outcomes for both TSI and Anna.

TSI could sell the Ames property then distribute the proceeds to
Anna. TSI could then recognize the loss, which would pass through
to Anna, the sole shareholder.

TSI could continue to hold the properties as rental properties, and
any income or loss will flow through to Anna.

The rental activities generally produce passive income or loss.
TSI could sell just the Ames property and continue to hold the Iowa
City property. The passive income will flow through to Anna and she
will be able to offset other passive losses that she might have.
See page

page number

D2
Issues: Tax consequences of distribution of the TSI properties to
Anna
Authority
• §469 -Passive losses

-Ames property. TSI is not allowed to recognize a loss on the
distribution of the property. When the property is distributed to Anna,
she takes a basis equal to its $70,000 fair market value. Thus,
$27,177 of the properties basis ($97, 177 adjusted basis-$70,000 fair
market value) is lost.

-Iowa City property. TSI would be required to recognize a gain an
increase AAA by $26,028. Anna will be required to recognize a gain
if the distribution is in excess of her stock basis.

Rental activities generally produce passive income or loss. Based on
the facts of the case, it is assumed that Anna will not qualify for either
the material participation exception or the $25,000 exception. If the
Ames property produces a loss and the Iowa City property produces
a gain, the TSI should sell the Ames property. §469

page number

E1
5. Assume that TSI is a C corporation rather than an S
corporation. Discuss the tax effects of the distribution of the
property on TSI.

TSI would recognize a long-term capital gain of $26,028 on the
distribution of the Iowa City property, and E&P is increased by
$26,028.

See page

TSI is not allowed to recognize the $27,177 loss on the distribution of
the Ames property.

See page

The distribution is a dividend to Anna to the extent of current and
accumulated E&P. [§316(a)]

The amount of the distribution and Anna's basis is equal to the FMV
of the property. [§301 (b)(1 )]
See page

page number

E2
Issues- Tax affects on distributed property
Authority
§311 (b)-distribution of appreciated property

Distribution of appreciated property generate gain recognition to the
distribution corporation. The corporation that distributed the property
is treated as if it had sold it for fair market value.

TSl's E&P is reduced by the $150,000 fair market value of the Iowa
City property distributed to Anna.

TSl's E&P is reduced by the $97,177 adjusted basis of the Ames
property distributed to Anna. [§312(b )]

Corporate E&P is reduced by the greater of the fair market value of
the adjusted basis of the distributed property.

page number

F1
6. Memo to Anna explaining the tax consequences of her cash
and book contribution to the foundation.

Ms. Anna Ross
Ross Press
1100 Central Plaza, Suite 101
Indianapolis, IN 46204
March 11, 2003
Dear Ms. Ross:
We have reviewed your proposal to establish a charitable foundation
and have included our advice on the tax consequences of
establishing the foundation.

You should set up the foundation so that it is a private operating
foundation or a private non-operating foundation that is a 50%
organization. This will maximize the ceiling on you allowable
charitable contribution deduction. If you provide all the support of the
foundation it will be considered a private foundation and the ceiling
will be maximized at 50% of the contribution base (which is your AGI
subject to certain adjustments).

page number

We recommend that you donate the appreciated stock directly to the
foundation instead of selling the stock to raise money for the
foundation. If you were to sell the stock to raise the money, you
would have a long term capital gain of $2.8 million. See page?
reference in memos. Which would result in a tax of $560,000. If you
donated the appreciated stock to the foundation, the foundation could
then sell the stock without paying tax on the gain.

Your cash and book contributions will be subject to he limitations that
we have discussed above. You books are considered inventory and
they will be valued according to the rules for contributions of ordinary
income property. Therefore you will be allowed a deduction based on
the cost of the books, not their retail value. The additional deduction
that is available to corporations (1/2 of the difference between retail
value and cost) is not available to you because Ross Press is a
proprietorship.

page number

F2
Issues: Contribution limitations
Sale vs. Donation of appreciated stock

Authority
• §170(b)(1)(A)(B)(C)(D), §170(b)(1)(E), §170(c), §170(e)(3)
• §501 (c)(3)
Contributions to private operating foundations and certain private
non-operating are subject to a 50% limitation on the contribution base

(which is AGI, subject to certain adjustments). Contributions to other
private non-operating foundations are subject to a 30% or 20%
limitation.

page number

G1
7. Tax and non-tax differences relative to the entity choice for
TurnKey Systems and its two owners.

Question on referencing of this requirement ?
The two primary issues in choosing an entity form are (1) incidence of
taxation, and (2) liability protection.
An S corporation is a flow through entity, and an LLC, if
properly structured, can elect to be treated as a partnership, which is
also a flow-through entity. Therefore the taxation of an S corporation
and an LLC is essentially the same, except that an S corporation may
be subject to tax on certain built-in gains and passive investment
income.
Some other tax differences are as follows:
• Partnership profits and losses are allocated to the partners based
on a profit and loss sharing agreement (subject to the substantial
economic effect test). This gives a partnership some flexibility as to
how much of the income and losses each partner reports. S
corporations do not have this flexibility, as their profits and losses are
allocated pro rata based on stock ownership.

page number

• The deductibility of entity losses is limited by the basis of a partner
or shareholder in the entity. A partnership's debt is included in the
basis of a partner's interest, but an S corporation's debt is not
included in the shareholder's stock basis.

• Partners are not regarded as employees of the partnership for
certain purposes. For example, fringe benefits are not available to
partners but they are available to 2% or less shareholder (§1372) in
an S corporation. Also, guaranteed payments to partners are not
subject to withholding taxes, but may by subject to self-employment
taxes. S corporation shareholders may be employees of the
corporation. As such, they are not subject to self-employment

tax.?
• On a distribution of appreciated property, a gain is not recognized
by the partnership but is recognized by an S corporation.

• The family partnership rules make it difficult to shift income to family
members, while S corporation profits can be shifted by making gifts of
stock to family members (subject to IRS adjustments to reflect
adequate compensation to shareholders who are also employees).

page number

• On the sale of a S corporation stock. The shareholder will realize a
capital gain. On the sale of a partnership interest, however, the
partner may realize ordinary income to the extent that the partnership
has "hot assets."

Both the S corporations and LLC's provide limited liability protection
to owners. Consequently, choosing between these two entity forms
requires consideration of issues other than those dealing with
taxation and liability protection. Some of these issues are listed in the
following table: see page

page number

Issue

S Corporation

Limited Liability
Company

Ownership: types of
owners

Ownership is
restricted to
individuals, estates,
and trusts; no
nonresident aliens
May not have more
than 75 shareholders

Greater flexibility as
to types of owners

Ownership: number
of owners

Administration/
Paperwork

Flexibility

Entity liabilities

Legal issues

Requires more than
LLC ( articles of
incorporation,
corporate charter,
minutes of board
meetings)
State incorporation
laws impose many
requirements and
restrictions

Not included in
computing owner's
basis
Generally well-settled

Generally must have
at least two owners,
although some states
permit one; no upper
limit; LLCs cannot go
public
Generally requires
less than S
corporation

Management,
organization and
operation determined
by member
agreement; less
formality required
Included in computing
owner's basis
LLC form is relatively
new so there is often
little precedent to
settle legal questions

page number

H1
8. The tax consequences to Anna of each of Ted Sanders' three
options for purchase of Ross Sports Centre.

Option 1 ($5 million cash)- Anna will have a taxable gain of
$3,800,000.

See page

Option 2 ($3 million cash and $2 million land)- Anna will have a
recognized gain of $3,000,000. The gain will be taxed to the extent of
the $3,000,000 boot received.

See page

Option 3 ($5 million of like-kind assets)
Anna will have $0 taxable gain. Her $1,200,000 basis in the old
property will carry over and become her basis in the new property.
See page
Calculations

see page

page number

H2
Issues: Character of gain on sale.
Authority
• §1031(d)

Option 1 and 2
The gain from non-capital assets will be ordinary income and will be
taxed at Anna's marginal rate of 38.6%. Any gain on the sale of
§1245 assets will be subject to recapture, and that amount will be
taxed as ordinary income. The remaining gain on the sale of §1231
assets and gain on the sale of capital assets will be taxed as longterm capital gain, at a rate of 20%.

Option 2
Her basis in the new property will be $1,200,000 ($1,200,000 basis of
old property -$3,000,000 cash received + $3,000,000 gain
recognized). Her basis in the cash would be $3,000,000. Total basis
in property received would be $4,200,000.

page number

H3
Calculations:
Option 1
Arnau nt realized:
Cash
Adjusted basis
Gain realized

$5,000,000
1,200,000
$3,800,000

Gain recognized

$3,800,000

Option 2
Amount realized:
Land
Cash
Total
Adjusted basis
Gain realized

$2,000,000
3,000,000
$5,000,000
1,200,000
$3,800,000

Gain recognized (to extent of boot received}

$3,000,000

Option 3
Amount realized:
Land
Other like-kind property
Total
Adjusted basis

Gain realized
Gain recognized (to extent of boot received)

$2,000,000
3,000,000
$5,000,000
1,200,000

$3,800,000

iQ

page number

11
9. Analyze the BSI stock redemption proposed in Anna's letter
and determine how the income or gain will be treated by each of
the shareholders and explain why the treatment is favorable or
unfavorable.

Shareholder

Proposed
to
Redeem

Baker

400

Dillon

400

Ross

400

Espresso

400

Walnut

400

Ownership

Ownership

% Before

% After

Tax
Result

Redemption

80% Test
(need to<
16%)

Redemption
1,000/5,000
=20%
1,000/5,000
=20%
1,000/5,000
=20%
1,000/5,000
=20%
1,000/5,000
=20%

600/3,000
=20%
600/3,000
=20%
600/3,000
=20%
600/3,000
=20%
600/3,000
=20%

20%120%
=100%
20%120%
=100%
20%120%
=100%
20%120%
=100%
20%120%
=100%

Dividend
Dividend
Dividend
Dividend
Dividend

All shareholders meet the 50% requirement but fail the 80% test, and
therefore all of the shareholders will treat the distribution as a
dividend.

See page

This is an unfavorable outcome for the individual shareholder
because they will be taxed at ordinary income rates on the dividend.

page number

12
The outcome is favorable for the corporate shareholders because
they will be allowed a dividends received deduction equal to 80% of
the dividend received. §243-dividends received deduction

page number

13
Issues: Tax treatment by shareholders of proposed redemption
Authority
• §302(b )-substantially disproportionate distribution

Section 302(b )(2) explains that a distribution will be treated as a
substantially disproportionate redemption if both the 50% test and
80% test are met. The 50% test requires that, immediately after the
redemption, the shareholder must own less than 50% of the total
voting stock after the redemption. The 80% test requires that,
immediately after the redemption, the shareholder must own less
than 80% of his or her ownership interest before the redemption.

If the redemption is substantially disproportionate, it is treated as a
sale of stock to the corporation by the shareholder. A shareholder
whose stock is redeemed in a substantially disproportionate
redemption will have capital gain or loss on the transaction. If a
redemption does not meet the §302(b)(2) requirements or the

complete termination redemption requirements of§ 302(b)(3), the
distribution will be treated as a dividend.

page number

J1
10. Suggest any strategies that would result in more favorable
tax treatment of the income or gain from the BSI redemption.

It should be set up so that Baker Dillon, and Ross (individual
taxpayers) should own less than 16% after the redemption. This
would allow their income to be treated as capital gain.
See page

It should be set up so that Espresso and Walnut (corporations)
continue to own more than 20% after the redemption. This would
allow them to continue to treat their income as a dividend. They
would then be allowed to continue to have a dividend received
deduction.
See page
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The following table would reflect a plan to accomplish the more
favorable tax treatments of the redemption. But any variations on the
plan suggested in the preceding table are acceptable assuming the
stated goals are accomplished (LTCG treatment for individual
shareholders, dividend treatment for corporate shareholders).

Shareholder

Proposed
to
Redeem

Ownership
% Before
Redemption

Ownership
% After
Redemption

80% Test
(need to<
16%)

Tax
Result

Baker

521

Dillon

521

Ross

521

Espresso

218
219

479/3,000
=15.97%
479/3,000
=15.97%
479/3,000
=15.97%
782/3,000
=26.06%
781/3,000
=26.03%

15.97%/20%
=79.85%
15.97%/20%
=79.85%
15.97%/20%
=79.85%
26.06%/20%
=130.33%
26.03%/20%
=130.16%

Capital
gain
Capital
gain
Capital
gain
Dividend

Walnut

1,000/5,000
=20%
1,000/5,000
=20%
1,000/5,000
=20%
1,000/5,000
=20%
1,000/5,000
=20%

Dividend

The redemption plan shown in the above table would alter ownership
percentages to the extent that the two corporations together would
control more than 50% of the stock after the redemption. For the
individual shareholders, this disadvantage might outweigh any tax
savings that would result from the revised redemption plan.
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It is generally advantageous for an individual taxpayer to have longterm capital gain rather than ordinary income (dividend). The highest
rate on long-term capital gain is 20%, while ordinary income is
subject to a top rate of 38.6%.

On the other hand it is better for a corporation to have dividend
treatment than long-term capital gain treatment. The tax rate for a
top-bracket corporation is 35%, and the rate applies to both ordinary
income and long-term capital gain. However, a corporation is allowed
a dividend received deduction (ORD). The rate for the ORD is based

on the percentage of stock the corporation owns.

Before any redemption, Espresso, Inc. and Walnut Corporation each
own 20% of BSI and their ORD rate is 80%. The redemption shown
in the table would result in dividend income for both Espresso and
Walnut. In addition, after the redemption each would own more than

20% of BSI, which would preserve the 80% ORD rate for future
dividend distributions.

